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In The h d  hkchmge Market . . . . . . . . a . . . . , . . . . . . . . . . . . 31 

1. c 
h . . . . . . ( I . . . . . . . ' . . , , . . . . . . . . .  3 





1 

a 
3 

4 

5 

T 

8 

9 

10 

If 

12 

13 

14 

IS 

18 

l a  

18 

39 

20 

21 

n 
23 

24 

25 

26 

~ ~ ~ w Q : ~ ~  demmtx (L 

Secondt us 

entrant and irseff ar betui~?en different entrants based on any 

criterioin other than cost differences. Such ~~~~~~~~~~~~~n 

eoufd take the  farm of either rice 01 non-price 

Third, ~~~~~~~~~~ should not interfere w i t h  the  pace or 

the ptattern OB technoloqical change. 

EpourtR, € ~ r ~ ~ ~ ~ ~ ~ ~ o ~ ~ ~ g  ec(onomic casts, not enbedded 

costa,  ~ ~ ~ ~ : L ~  129 t h e  b m i e  for pricing intercannection and 

F i f k h ,  rates m u s t  ~@CUVOT costs in a. manner that 

seflects the way they were incurred. For example, non- 

recurring charges sh~uld n o t  be imposed to recover recurring 

co$3ets. 

giixth, traS Westst has virtually no i n c e n t i v e  to provide 

valwntariig t h e  various u ~ ~ ~ n d ~ ~ ~  network elements and 

intwxxwiecti fsn needed by entrants  at prkcea or under t h e  terms 

and conditions that  would make effective competition ai rea l i ty .  

Xnstteatd, absent; regulatory intervention, US West can force 

entrants  to accept prices,  terms and condit ions  t h a t  would be 

insufficient to bring con~umers~ the benefits of the 1996 ~ c t .  
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(a3Md" is not 3 victim in these proesadings. USWC has 

market power and deep packets. USWC is r3 thriving,  growing 

~arpaicate entexpsise. See ACSI ~x~~~~~ In eddit.ian, a 

s ta t e  universal sexvice fund helps subsidize service to h i g h  

cost cust~mers .  The FCC and Federal. J o i n t  Board axe working on 

a fed~erzll. universal eemiee plan. Mr, Johnson pointed out that 

USWC*s dire predictions a€ revenue Poem i n  the intraLATA market 

have nat come to pits@, Les ~~~~~~~ f } , AT&T Exhibit 
22,  p. 5 .  an fact, USWC i s  doing extremely well financially 

and is pxledicted ta c:ontinuc to prosper. (See a2Ba R. Glenn 

("Siwcek") A:C&Y Exhibit  5 ,  pp. 3 - 1 9 ) ,  Ms. Thompson's revenue 

Xoss cafculationo w e r e  fraught with probfrtms, such as failure 

to ~ o ~ i t b t s ~  other sources of revenue 03: cost  savings resultin, 

from wholesal ing  G e ~ a f d  'Phompson f "Th~mp~cin" ) Transcript of 

Proceedings {"'Pr. f ')  pp. 321-322. r n  any evetnt, the pre-eminent 

concelcn of the! Commission should not be to protect USwC's 

standards for interconnection and unbundled network element 



czstabl.ish ratem according to t h e  A c t ’ s  pr ic ing  standards. 

Thesir standards require that  sates established by aitate 

Id. 

Xn this ~ ~ b i ~ ~ ~ t ~ ~ n ~  the? burden of proof with respect 

to sll iasuea of miterial fact, including pricing is on USWC, 

In i t s  ~ ~ e h ~ ~ ~ i ~ ~  order, the Arbitratarc &take& that USWC had 

the burden of proof and for t h a t  teeson allow62d USWC to pup: on 

a rejoinder: case at t h e  and of  t h e  arbitration. Pxe- 

arbitration ~o~lforrence Tsano-cuipt of Proceedings, November 1 4 ,  

1996, pp* 12-13. 

note  that  incumbent LECs have greater access 
LC) the cost information necessary to calculate 
t h e  incremental c o s t  of the unbundled elements 
iof t h e  netwark, Given t h i s  asymmetric access 
Lo cost data, we f i n d  t h a t  incumbent LECs must 
prove to the state csmission the nature and 
magnitude of any forward-looking cost that it 
seeks to recover in the p r i c e s  of 
interconnection and ~~~~~~~~d network elements. 
FCC O r d e r  8680. 
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~ e f e m e n t ,  an& a reasonable allocation of forwarding-foaking 

priceas that will enable the transition from monopoly to 

c ~ m p e t i t i o n ,   he Hatfield McsdeX i a i i  a transparent, adaptable 

model, whose assumptions and calculations tire open to review 

and ~ ~ r ~ ~ ~ ~ ~ ~ i ~ ~ *  

data and allows the usir to ~~~~f~ many of its inputs  to 

rePlect specific conditions, The Batfield Model is  consistent;  

with the ~ ~ ~ ~ o ~ ~ ~ t ~ ~ ~ ~ ~  pricing policies csf the A c t .  The USWC 

The Batfield Modal U B ~ S  publicly available 

"cost study," .In cantract, is not a coot study at a l l ,  but 

rather, a! c o l l e c t i o n  of con% studies whose inner workings are 

not subjerct to review. Nrxeower, those coot studies rely upon 

The evidence i n  t h i s  case has  shown that USWC has 

fa i l ed  t.-~ carry its burden of proof w i t h  respect to its claimed 

costs.  The Arbitrators should accept the proposed prices for 

instwork elements presclated by MCI and AT&T in t h i s  proceeding, 

just  ais t h e  Iowa Utilities Board saw fit t o  do on October 18, 
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specl.dic TELRXC study referred to as the Batfield Model. The 
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3aulder, Golormctcz, at: the. request of MCX and AT&%?. Siwek, MCl 

elements ronei;iratent brith t h e  pricing tttandarda established by 

lam t h e  katest weer;i;ion of t h e  Ratfisfd Model: Versions 2.2, 

succeeded by t h e  version that underlies MCI's prices i n  t h i s  

pricing rules* Siwek,  MCX Exhibit 2 ,  pp. 5-9,  Richard Cabe 

v*(3sbcs" 1 ,  ME51 E x h i b i t  I ,  pp. 28-31. Sper:i.fically, the Hatfield 

Hodel satisfies t h e  foflawing txitesia for t h e  calculation of 

Xlf l9b%!.AQf a lc>n~-run assumption. 
The Hartfield Madel, in identifying relevant 
i ~ ~ ~ ~ t ~ ~ s ~ ~ s  and expenses, E L S O S C I ~ ~ B  a period long 
enough 90 that all of the costs of the 
incumbent local exchanga company ( I L E C )  become 
variable or avoidable. Siwek, MCf E x h i b i t  2 ,  
p. 6 .  

( 2 )  g s f t i o g k o f  increment to be 
studied i s  LQ 'tal demand, The WatlEield Model 
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3 w a 3  exchange service considorad by t h e  model. 

One of the most attractive features af the Batfield 

friendliness, Version 2.2,  Release 1 of %he model has been 

awaihble through the  International Transcription Service of 



B O ~ X C ~ .  Siwek, I Exhibit 2 ,  lp. El.: 14-21" A usen-friendly 

interface allows the user easily to wary many of the inputs to 

thle modtirl. Siwek, NCI Exhibit 2, p. 11: 14-21, Inputs to t h e  

Batfielid Node1 are open and vi@ible ta the u~sen. Siwek, MCf 

Exhibit 2 ,  p* 1 2 :  1-3, 

The logic and methodology of t h e  Hatfield Model is also 

upen, v i s i b l e ,  and publ.ic4y accessible, The msdel consists of 

a see a'f Excel 

Siwek, MCI Exhibit 2, E&. 12: 2-3. An automated front-end 

spreadekieets that can be ~X~~~~~ by 'the user. 

iaterfecie allows a uIBer to select the study area to be mode3eled 

arid to enter emy desimtd tiser-adjustable input assumptions. 

Siwek, HCX Exhibit 2,  p. :t3: 1-9. Siwek T r . ,  pp. 831-1832. 

The, imgertance of these at tr ibutes  of t h e  Hatfield 

Model canno% be ~ ~ e ~ ~ ~ ~ ~ a ~ ~ z ~ ~ .  3n t h e  past, confrtantad w i t h  

cost model$ t h a t  are ne i ther  &is open, publicly available, nor  

user-friendly a@ t h e  f3aLliefd Model, regulators and other 

parties ta regalatcrry proceedings have been fsrced to re ly  on 

cost skudies psoduced by I L E C s  as t h e  sale soiiree of cost data. 

Siwek, MCI Exhibit 2 ,  p. 12: 5-15?, At tempts  to review, 

analyze, and wtSri€y t h e  C o s t  data pXXhC@d by such models have 

melt with, at best., limited suc~eso for t w o  primary reasons, 

Id. Pirsc, the la& of publicly averifable information w i t h  

respect to I L K  studies has o f t e n  meant that  meaningful review 

wits difficult OK impossible, I d .  Even when available, t h e  

iarputs and assumptl~ns used by ZLEC cost s t u d i e s  have o f t e n  

btsen subject to proprietary protrsctkon e Id. Moreover, such 



data, ~~~~~ merant that, rej(3uRatoxs and other interested 

to evaluate t h e  mode1 directly for aecunalcy and ascertain its 

sensitivity to changes and various inputs, Id. The 

superioiity of the Hatfield &lodab in these rerspects is 

graphically i l lnstrated fay the ability kt afforded USWC to run 

%he Hiatfield Model itself w i t h  ita own inputs and assumptions 

and use . i ts  own runsS.. This is an exiercise that has been 

impoEIt3ifc4Le for any ItEC cost s"cudiea* 

USWC has c r i t i c i z e d  the Hatfield Model for its use of 

n a t i o n a l ,  publicly available data rather than USWC-specific 

data. Far from being a defect of the Batfield Model, hawever, 
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t h i s  attribute is oner af its acmt ~~~~~~~~~~ characteristics. 

The methocckulocgy to be used ta determine prices for unbundled 

nekwaxk elements shou1Cf replieate, to t h e  extent porssible, t h e  

conditions of a competitive market, FCC‘ Order, §E679, 6 2 8 ,  

67’2. EtivaZs should share t h e  exxxmtnies of scale and scape from 

t h e  XLEC?., and t h e  ILEC must offer: potent ia l  rivals the use af 

entire! network, FCC Q1rbe.r ss  d3. * 679, An appropriate cost 

m d e f ,  therefore?., must estimate the costs of an entire network 

that A potential entrant would e f f i c i e n t l y  reconstruct to 

provide af f. Basic f0ca.t ~ ~ , ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ s  services a t  the 

nf”ro1esod.e level. In ather words, it is the costs of e 

potentJ~al, efficient, reconstructed network, not  USWC‘s costs 

assesei&Bd with i t s  own network, that should be used t:o set 

prices. This i s  precisely what the Hatfield Model does, and is 

ktre reasson that  it apprcpriately uses national, publicly 

availrsrlk3l.e data rather than USKC-specific data, 

The Matfield Model utilizes seven primary categories of 

input data: 

flf C e n ~ u s  Block Gxoug ICBIG) data. 
This data is derived from recent Census Bureau 
data for Arizona, Giwtsk, Me3 Exhibit 2 ,  p .  17. 
The specific CBG data used are: number of 
hdusehiolds in each CBG; GBC land area; CBG 
b 2 s i t i o n  relative to the nearest w i r e  center; 
and gedmghcal factars, include rock depth, 
rock hardness, water table depth, and surface 
texture. 



Exhibi t  2, p. 19, Tho madel has Ireen expressly designed to 

‘ “MMIS” stands for Automated &porting Management Information syatem 



1 

increased the prices for new entrants. Dr. Robert Harris 

("Harris')" Tr., pp. 429: 19 - 433:  5 .  

One major ~ ~ ~ ~ ~ d ~ l ~ ~ j . ~ ~ l  flaw pervades all of USWC's 

cast  s tud ies  and renders t h e e  wholly inappropriate as a bas i s  

for establishing any rates in t h i s  proceeding. During cross- 

~ ~ ~ ~ * ~ ~ ~ ~ o ~ ,  USWC's C Q S ~  w i f n s s s s  ladmittad that USWC did not 



rates here, 

USNC's presentation of embedded cost studies by Mr. 

Elder wi"3 af nu significance because long run incremental costs 

have already heen adopted by this C s m i s s i o n  as the appropriate 

c o s t i n g  methadolrrgy. AAC R-14-2-1309. What is most 

irttsresting about the USWC ~~~~~~$ cost s t u d i e s  i s  t h a t  they 

rsisult in a loap cost  very ~~~~e L O  the USWC TELRJC produced 
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The Hatfield Model accournt.s for growth by use of 

consesvative f i l l  factors fi.e. t.ha measure of excess 

c a p a c i t y ) .  Siwek, MCJI Exhibit 2, p. 114. Rather than usinq 
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requiicing boring and the length mid c o s t s  of t h e  "drop.." 

Probab.iy- the best iffustxation of' USWC's failure to meet its 

"easy''* placement as the  plact;maxit of faeiiitiss in new 

for purposes of i t s  study thsiC 82% of its loops wifl be placed 

under "dif f i c u l ~ ' ~  condieions and only 18% u1zt5eer "easy" 

pPacemeat conditions. USWG has not  adequately documented the 

placement OB plant. USWC has failed to offex any 

engineering/eost s t u d i e s  documenting t h e  cost of replacing loop 

facifit es i n  e x i s t i n g  ~ ~ ~ ~ ~ b ~ ~ h ~ ~ ~ ~ ,  and has failed to present 

t e ~ t i m a n y  or affidavits of engineers validating all. of its 

replacement coots. It is impossible to determine whether t h e  

placement costs used by USWC are reasonable hased on t h e  

i n f ~ r ~ i a t i o n  submitted by USWC i n  this proceeding, 
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d. eo@& of capital 

U5wG has proposed an 11,4% cost  of capital based on a 

catpitag structure consisting of 28% debt and 72% equity. 

~~~~~~~ f "Cummings" Tr. p. 388: 8-14. This calcufation 

uses what UBWC recognizes to be a market va.lue capital  

Peter 
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fn %urn, uSWC#S cost studiss utilize an unreasonably 

should use the  cost of capital adapted in USWC's most recent 

Arizona rate castes: 9.?5%, Sivek, ATT Exhibit 5, pp. 20-21. 

 he Ratfield model me5 t h i s  Comiwd.on approved cost of 

capital e 

e* DspreciatScm reptees 

Depreciation rates, l i k e  the cost of c a p i t a l ,  represent 

an impor.ant componmt of USWC's cost studies underlying its 

proposed prices for interconnection arid unbundled network 

ef.ernents. Like %the cost of capital, higher depreciation rates 

t t a n s l a t e  into higher Coatst which in turn translated into 



I 

1 

2 

3 

4 

5 

6 

T 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

29 

28 

21 

22 

23 

24 

25 

26 

USWC's cast study estirnc3rt;ela in this proceeding are too 

high I~ecnuse t h e  depAeeiation rates used by US'WC are too high- 

wtantiaffy decreased sesnomic lives camparad to t h e  

hives currawtly approved by the C ~ ~ ~ I i ~ ~ ~ ~ ~ ~  T h i s  shortening of 

fives drives up t h e  pxices  charqetd to new entrants ,  

USWC ha@ an incentive to USES higher depreciation rates 

in its e a s t  studies, Among lother t h i n g s ,  kf?iWC would prefer to 

have higher d ~ ~ ~ ~ ~ i ~ t i ~ ~ ~  rates on plant  accounts used to 

provide ~ ~ ~ ~ ~ o i ~  sewicms, and a 3.owes depreciation rates on 

plant accounts used to provide competitive services, which is 

precisely t h e  oppasite of what t h e  true economic l i v e s  of t h o s e  

accounts would indicate. Zepp, ATT Exhibit 9, p. 35: 7-13. 

tEWCfis p.r0~0**4ed depreciation rates are inconsistent 

w i t h  the  projected fives for telephone ~~~~p~~~~~ prescribed by 

this Comnnislsian. By law, fJ5WC cannot change depreciation lives 

without J I ~  appropriate proceeding at t h e  Commission which USWC 

has g r o t  pursued, 

to study (and retain eonsuftants to evaluate) the USWC proposed 

depreciation fives. USWC*s proposed depreciation fives are 

inconsis ent  with the recommended ranges for projected lives of 

telephone equipment adopted by the FCC, They are inconsistent 

with the type of equipment ~ n d  assumed fill factors used in 

GQMI~SS~OTI staff has trot htad the opportunity 

USWC'S cast s t u d i e s ,  particularly with respect to copper cable 



depreciation livefa currently H optad by the Commission. The 

Batfield madel uses the  C ~ ~ ~ ~ ~ ~ ~ O ~  approved iArizona 

depreciation rates. 

c ,  gg& 

W ; i h  all t h e  parties agreed t h a t  in the long term 

geographic deavexaqing is appropriate, HCX and the other new 

ents imts  oxpfajtneda that geagraphic deaveraging of wholesale 

-. ' Xt is worth p ~ i ~ t j ~ ~  out that this TFI repoi% expressly aeknowtedges that it was 
sponsored and supported by a group of cornpanies that can clearty be characterized BE 
inctrrntsen t lacal exchange companies (or ILEC51 rather than competitive local exchangc 
 le^ (or CU3Cs). 
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The Arbikrakors shuufd Iseject USWC"s proposed 

rmrchairqe, 

:sub~iL~Ly to U S W ,  The surcharge is not part of t h e  TELRIC of an 

tmbunclhed element and cannot be regarded as part of USWC8s 

doswai:d looking ~~~~~ costs. Cabs, W!f Exhibi t  4 ,  pp. 1-2. 

The U8WC proposal is  not economically e f f i c i e n t  nor 

~~mpetitivefy neut~af. Xbid at 3-5. T h i s  arbitration 

~~~~~~~i~~~ is no t  the appropriate proceeding to address this 

The propoised ~~~~~~K~~ is 13. t a x  t o  provide a 

iasue*  Xhid at p* 2.  

E. Tlr&nemg+& and Termination Pricinq 

The Commission has adopted a bill and k e e p  reciprocal 

compensation mechanism f o r  transport  and terminat ion.  A .  A .  C. 

AX4-2 - l .3084*  This  r u l e  has been implemented in the var ious  

arbitration orders issued to date by t h e  Commission. See 

A.C.C. Decis ion 58915 in the AT&T a r b i t r a t i o n .  In t h e  proposed 

opinion and order i n  MCI's recent in terconnec t ion ,  t h e  

arbitrators found that FXGI's  switch i n  Arizona, when used i n  

conjunction w i t h  its other long distance f a c i l i t i e s ,  can cover 

at geographic area comparable to that covered by the  USWC tandem 

s w i t c h .  As a r e s u l t ,  MGf can reeeive compensation for  i t s  

26 ABBE? 
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arbitration oxdiex resolve the  transport and termination i.sstres 

Ear now, HCZ*a psaiti:m on these iaausa, i s  described below for 

kerminatilon of ealfs originating on another company's network,  

47 U.S.C. 5 252 i d )  la , .  

The FOC has  defined "transport" and *'term.i.nation" in this 

E X ~ ; C ~ S E S ~ K %  tandem switching of local telecommunications traffic 

. " from the interconnection point between the carriers two 

eaxxi.ens to the terminating carrier's end office s w i t c h  that 

dlirectly serves the called party, or equivaflent facility 

provided by a carrier other than an incumbent LEC." 4 7  C . F . R .  



* I  

. I  

. ,  

he recovery of network or other casts associated w i t h  





. .  



5252 (cl (41 ( A b .  Farther, the A c t  prohibits  incumbents from 

imposing wwmasonabba OL' discriminatory condit ione or 

Iimi.ltat.iahm on sr;safet, 447 U . S . C .  4251 IC) C4l !E?) .  As the  FCC has 

cfbsarved, "Resale will be an important entry strategy both in the  

short tern f ~ r  many new entrants as they b u i l d  out t h e i r  own 

facilities and for small businesses t h a t  cannot: afford to compete in 

eke local exchange market by purchasing unbundled elements or by 



r,trar s r n g l e  step i s  resale. ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ i ~ ,  i r  i s  critical that. 

whicfesiile * a t m  arid n~.~pa'ipce c c n ~ s  and eondirions be established rn B 

way that will z i ~ t  deter carriers f r o m  pursuitig the resaie op t ion .  

I!%e 1tmg disrancc market: provides rfza parclcligm for the 

dcveIe3pmenr o f  campetition through celjrlde. MCZ and othez carriers 

Ezrst. entered t h e  long dist.srice market in t h e  lZ)17n's as resellers of 

AT&T'st l o n g  uiatance s e ! r w i c r ; s .  Since its initial foray into che  loxis 

dns t sn lca  market its d resefier, MCI htas gone On e o  develop 12s own 

lrbiquitausj network to pro~iels long distance service on a nationwide 

basis. As a result of eornpeticiun, the long disarance market itas 

garcrw~ and prices have dropped. 

Tho resale ~ ~ ~ ~ ~ 8 1 0 ~ ~  aE t he  A c t  enable a new e n t r a n t ,  like MCX 

to enter the market as d "middleperson," by puxc:hasing local exchangg 

service from UBWC at  sa^^ and then reselling that service to enc 

use r s  at retail. "ResaLe" i n  this context is not  significantly 

dif fearsnt frcm aray other arrangement whereby gsods or services  are 

purchased at whohssa le arid tpher;z resold to c:onsurnefs. MCI' 8 profit I: 

t h e  difference between HCI 'a  cost of providing !-he service and the  

price i t .  charqes fa r  t h a t  ssr'vkce. Anthony' DiTkrro ["DiTirro"), MCI 

ZxhxEiir 3 pp- 13.  1 3  - 9: 22. MCI's Costs, i n  t u r n ,  inc lude  not on97 

wkac FlCI m a s t  psy 'SSWC for  he service it PUrclltfSefi, but: a l so  the 

costs that MCI w r l l  incur in retailing the serv ice ,  such as 

mlarketiriy,  b i l l i n g ,  and customer service expenses. DkTirro, MCI 

Bxhrbft 3 ,  g .  5 :  8-17. In other words, MCI cannot,  as suggested by 



JSUC, simply piass a discount co C Q I P S U ~ ~ ~ ~ ~ .  ML'I will incur  retail 

c'osts avoided by USWC. To the C X ~ ~ X E E .  MCI i s  more ef'fieiene, it can 

3ass a: s8tnvnngs on tu cuszc lmer~ ,  vhcr will then experience t.ha benefit. 

3f cczrripet it: ion .  

!;uch a resale strategy uffez& a variety of benefits. F i r s t ,  

because of the siyrriEicanr t i m e  and sxpensct a carrier must: irivrst ~n 

order to develop i c s  own nerwnrk, f u l f  blown facilities-baaed 

cornpertition will not ~~~~~~~ overnight. Through resale, a n e w  ent ran t  

will he able ta build up a customer base that w i l l  j u s t i f y  the 

expemse of e ~ e ~ ~ ~ ~ ~ ~ ~ ~ ~ ~  i t s  own nrttwnrk. In t h . ~ s  way, resale 

~ X Q R W O ~ : ~ B  the expedieiows ~~~~~~~~~~~~~ of cornpet i c  ion. 

Ft'~c)reover, resale will bring the benefits of competition t o  all 

consttrrters. Again, ~~c~~~~ of the "sunk C O Q ~ G "  that a carrier m u s t  

ircur to place i t s  own network, facilities-based competition is most 

l i k e l y  to emerge f i r s t  i n  large metropolitan areas, where more 

fndeed, #CI has sxiacing facilities i n  t h e  Pfzoc~i-~ix area. A t  the same 

time, resale will also allow the residents of greater Arizona to 

enjoy t h e  beneficr; oE compet:t&ion. With competition will come not 

only benefits of market-based pricing, but also tion-price benefits 0's 

improved customer service anti increased product inriosat  ion.  

B. Detrsr~rin&na Wh ofeeake Bates: The MCX Avoided Cost HaOdeX 

3 .  MC3'm Avoided Coat MoBel ia Consistent With the A c t  
&B& FCZC Order 

The A c t  requires char: USWC offer telecommunications 

$c;rViC@k3 8 C  "WhOleSaLe rates." 617 w.s.c, 251 (e) (4) ( A ) .  The A c t  

further defines '"whaLesafe rates" as follows: 

3 3  
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4 7  U.S.C. B 252Idb i'31. MCf's avoided cost study identiEies retail 

C Q S ~ S  that an efficient company would avoid ixi making a sale at the 

grounds that it is based upon "theoretical, rather than act udl , 

costs: USWf argues that t h e  wholesale rate m t i s t  be based or) costs 

char IiiSWC will "actually avoid" anu not eo&Jts that  are ''avoidable.M 

i e  unilateral  ~ ~ ~ ~ ~ ~ ~ ~ a t i o ~  OS which costs to shed. USWC clearly haE 

in~tance. USWC' wants to t-qntinue to i1icu.r and claim costs for 

retailing i t s  services. even though there lis no evidence that these 

costs have any b e n e f i t  to thts  wholesa led  service. 

A g a i n ,  the existing lonq distance market we11 i l l u s t r a t e s  h o w  

Phe Act is designed &o encoursegc cczmpstition. In the  Iong distance 

market, carriers like MCI and AT&T, who have developed their own 

facilitiez,, cornpate to sell long distance service not only to 

consumers at retail, but also to resellers at wholesale. in chat 

rompetitive environment, both M C I  and AT&T have a s t r o n g  market-base1 

incentive t o  maximize t he  c w t s  they avoid as a result o f  making a 

sa le  at wholesale rather Jthan retail, in order to offer the l o w e s t :  

possible price to resellers and ts win that business. In contrast t 

34 



proportion of direct r e t a i l  exyrtlrrrtses to total  expanses. 

Additrona1.fy. NCI’s niodal “c-redits* flSWC f o r  a d d i t i o n a l  costs, such 

as c u ~ t d m e ~  services, that will be incurred as I result of making 

sales at wholesale, by resfucing avoided c o s t s  in c e r t a i n  directly 

avoided categories f r o m  100% to 90%: D i T i r r o ,  NCX Exhibit 3 ,  

pp. 19: 19 - 2 0 :  6. It wepresents er conservative approach because, 

i f  anything, it overestimates the  modest increnienral expense USWC 

will incur to service the accctunts of: rassl lers .  DiTirro l b i d .  The 

Iowa Utilities Board recently adapted MCX’s wholesale discount of 

21.68% .’ The; Boaxd indicated t h a t  it “believes the more conservative 

assumptions incorporated i n t o  the HCI avoided cost studies produce a 

closer measurement of the actual costs U S West can avoid in 

providing services to resellers.” Id. U s i n g  t h i s  methodology and 

publicly available USWC cost data for 1995, MCI has derived, and 

rceo~nmencc, t ha t  the Comissian adopt, a wholesale discount rate of 

22.50% to be applied to all USWC retail services in Arizona. 

D i T i r r ~ ,  MCf Exhibit 3 ,  pp. 2 2 :  17 - 23: 2. 

’ In this regard, MCImetro’s approach is identical to that of the FCC. IZCG Order 1 928. 

IUD Order, App. A, p. 4. 
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EO be a viable inetitns O S  market enrry. In a resale envixonfnenc, MCI 

will, of course, i n c u r  retail C O S ~ S  in addition to the costs it will 

pay U!;Wc. HCXBs margun on resold services will be t he  difference 

betwerm t h e  price to the C O T ~ ~ U M C L "  an& t h e  whalesafe Cast, plus t 9 t I ' E  

own retail c o s t s .  MCX's ability tet con\pete w i t h  resale will depend, 

to large extent, on ~ ~ 1 ' s  ability t o  manage i t s  own retail costs. 

R a w e v e r ,  ECI the extent that t h e  whalesale discouna: is EOO low 

(resulting in a wholesale price that. is tsci h i g h l ,  such a rate will 

constitute a barrier: to e n t r y ,  thus stifling competition. X i 1  shor t ,  

se.tring a wholesale discount rare t h a t  is too l o w  will force MCI to 

strbsic%ize ineff ic ieneiee in t.1SWC' B r e t a i l  operation. 

In ~ ~ & ~ ~ ~ ~ ~ t ~ ~ ~  the A c t ,  the Fee" has provided significant 

ghnidance concerning the ~~~e~~~~~~~~~~ of asi appropr ia te  wholesale 

ra te .  Specifically, the FCC has developed a series of presumptions 

regarding t h e  c c 3 s t B  an incumberkt locak?t exchange carrier will avoid as 

a result c ~ f  providing Services at wholesale rather than at retail. 

See 47 C.F.R. 53.609: FCC O r d e r  Sfj 917-919. According to the  FCC, 

d i r e c t  costls of s e r v i n g  customers, such as product management, sales 

product advertising, and customer services, are presumed to be 

avoidable .  4 7  C . F . R .  52.609icl [ I ) ;  FCC llrldar S927. Costs relating 

to call r>mpfeticln services and number services are also presumed to 

be avoidable, as serv ices  that the reseller will e i the r  provide 

itself  or w 1 l L  cont rac t  f o r  separately. Id. Ind i r ec t  or overhead 

szxpenses, such as cjenaraE support, expenses, corporate operation 

expenses,  and UncollectibleS iPre presumed par t la f ly  avoidable, 



r .. 

i f  expenses direczfy  a ~ : t ~ i b u t ; S l e  t o  USWic's retail business make up 

2 0 %  of USWC's total expenses, then ixiltiirect expwises ,  such  IS general 

 upp port * c ~ r ~ ~ r - a t e  uperations, and unco l l ec t ib l ea ,  arc presux~erl LQ be 

23% airoidable. Finally.  the FCC has provided tkiint a porciori o f  

contribution, prof i t a  or i ~ ~ ~ k ~ F  nay be character ized as avoided. FCC 

Order 9 9 1 3 .  It i s  the incumbent's burden to rebut these presumptions 

f i tc i l i t a rs  e ~ t ~ ~ ~ ~ i ~ i l l y  e € €  icient. entry of new competitors i n t o  the 

local, excliange market. Thus, t h e  rel@vant inquiry fur determining an 

appropriate wholesale discount rate is to determine which retail 

costs are avoidable by an economically efficient competitor selling 

at: w€mlesale, and no t  which costs USWC will actually avoid. The 

EFcC' s approach thus ertcourages incumbents t.o avoid c o s t s  that are 

avoidable, and thereby operate efficiently. With t h e  advent of 

<:ompetition, such increased efficiency will t r a n s l a t e  into lower 
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TIN UsWC approach ~ l s o  i a  invalid because it does not use 

e d e d ~ d e d  v s t s  i n  calculating its discount. The AcC applies the 

discount t o  existing WSMC re tai l  rates. Such existing r e t a i l  :t-ates 

arc based on anbedded costs. The same standard should be used in 

dretermknfng rha diEicourrt. 

listinction between "avoided" costs ami "avoidable" casts : 
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.R 

'Tihe best evidence that WSWC*e approach to avoided costs i s  

USWf2, realizing tha t  its avoided cost study ie 

nwxeptable  aid cha basio for dcerurminatinn of an appropriate avoided 

cost discount, has chosen to i~pend considerable t i m e  attacking MCI's 

s:udy., 1' fs important to note tha t  USWC's approach is to p i c k  and 

choose to attack those parts of the MCT study which result in a lowe 

avoided cost discount. Xn nearly every case, t h e  alternative 

approach propaved by USMC, i f  consistently applied across the  study, 
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